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Abstract

This paper lays out the chessboard on which taxes on international incomes from immovables are contested, bargained,
and harvested as per pre-determined rules that are starkly tilted in favor of developed countries. This embedded and pro-
nounced bias in the international taxes regime in favor of developed countries makes them a privileged player. The devel-
oped countries then make maneuvers to optimize on their economic gains at the expense of developing nations rendering
it a rigged game setting. The paper derives its rationale from an exceptionally selective choice of territoriality on incomes
from immovables, which was astonishingly not aligned with the expected reverse capital movement, that is, from devel-
oping to developed countries. The genesis and evolution of selective territoriality are traced through its various institu-
tional development phases - League of Nations (LN), Organisation for Economic Co-operation and Development (OECD),
and United Nations (UN). An overwhelming international consensus on selective territoriality on incomes from immova-
bles notwithstanding, the UN’s role is brought into spotlight to argue that the developing countries may have suffered
massively over the past one hundred years by instinctively believing in the UN Model Tax Convention’s (MTC) efficacy
and blindly pursuing Article 6 in their bilateral double taxation conventions (DTCs). The inimical implications of herd-
mentality on part of developing countries got galvanized in the particular wake of developed countries employing inno-
vative optimization tools - citizenship/residence by investment programs, tax havenry, manipulable ownership struc-
tures, beneficial ownership legislations, and porous exchange of information regime - to maximize on the economic gains.
The paper undertakes both normative and structuralist evaluation of selective territoriality to sum up that this is an unjust
principle of distribution of fiscal rights at the international level particularly in asymmetric economic relationships, and
can hold its ground only until developing countries attain full cognition of the reality and start raising their vocal chords
in unison to dismantle it.
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Cet article offre un panorama du cadre mis en place a I'échelle internationale dans lequel sont menées les discussions et négociations,
selon des regles prédéterminées qui penchent nettement en faveur des pays développés, concernant le prélévement des taxes sur les
revenus immobiliers. Ce biais avéré et prononcé du régime fiscal international en faveur des pays développés fait de ces derniers des
acteurs privilégiés, qui n’hésitent pas a user de manceuvres, au détriment des pays en développement, pour tirer le maximum de bé-
néfices sur le plan économique, et ainsi fausser les régles du jeu. Il revient sur le choix particuliérement discriminant qui a été fait de
soumettre les revenus des biens immobiliers au principe de territorialité alors méme que, selon les prévisions, les mouvements de capi-
taux seront orientés majoritairement des pays en développement vers les pays développés, et non pas l'inverse. Il se propose, pour
mieux le comprendre, de retracer la geneése et I'évolution du principe de territorialité au travers de ses différentes phases de développe-
ment institutionnel, de la Société des Nations (SDN) aux Nations Unies, en passant par 1'Organisation de coopération et de dé-
veloppement économiques (OCDE). En dépit d'un vaste consensus a I'échelle internationale en ce qui concerne l'imposition des reve-
nus immobiliers, les Nations unies ont adopté une position pour le moins contestable vis-a-vis des pays en développement, qui ont eu
la naiveté de croire a l'efficacité du modele de convention fiscale proposé par I'organisation et le tort d’inclure, tous et de maniere
aveugle, I'article 6 dans leurs conventions bilatérales de double imposition. Les conséquences négatives liées a ce comportement gré-
gaire ont été accentuées par le recours dans les pays développés a des outils d'optimisation innovants consistant notamment en des
programmes de citoyenneté ou de résidence par 'investissement, la création de havres fiscaux et de structures de propriété complexes,
I'adoption de législations sur la propriété effective et de mécanismes perméables d'échange d'informations, qui ont pour seul objectif de
leur permettre d’engranger le maximum de bénéfices sur le plan économique. L'article entreprend une évaluation a la fois normative et
structurelle du principe de territorialité, dont il établit, au final, qu'il constitue un principe injuste de répartition des droits fiscaux au
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niveau international, en particulier dans 'hypothése de relations économiques asymétriques et qu’il ne vaut qu’en raison del’ab-
sence d'une véritable prise de conscience de la part des pays en développement et de voix s’élevant a I'unisson pour demander son
abolition.
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En este documento se expone el tablero de ajedrez sobre el que se impugnan, negocian y recaudan los impuestos sobre los ingresos
internacionales procedentes de bienes inmuebles con arreglo a normas predeterminadas que estdn claramente inclinadas a favor de
los paises desarrollados. Este sesgo integrado y destacado en el régimen tributario internacional en favor de los paises desarrollados
les otorga privilegios. Por otro lado, los paises desarrollados efectiian maniobras para optimizar sus beneficios econdmicos acosta de
las naciones en desarrollo, con lo que termina siendo un contexto de juego amariado. El documento extrae su razén de una eleccion
de la territorialidad excepcionalmente selectiva con respecto a los ingresos procedentes de bienes inmuebles, que —
sorprendentemente — no estaba en consonancia con la circulacion de capital en sentido inverso que estaba previsto, esto es, de los
paises en desarrollo a los paises desarrollados. La génesis y la evolucion de la territorialidad selectiva se rastrean a través de sus
diversas fases de desarrollo institucional: la Sociedad de las Naciones (SN), la Organizacion para la Cooperacion y el Desarmllo
Econémicos (OCDE) y las Naciones Unidas (ONU). Pese a un abrumador consenso internacional sobre la territorialidad selectiva
con respecto a los ingresos procedentes de bienes inmuebles, se pone en el foco de atencion el papel de la ONU para sostener que los
paises en desarrollo pueden haber sufrido inmensamente durante los uiltimos cien afios por creer instintivamente en la eficacia del
Modelo de Convenio Tributario de las Naciones Unidas y persequir ciegamente el articulo 6 en sus convenios bilaterales para evi-
tar la doble imposicion. Las consecuencias perjudiciales de la mentalidad de rebafio para una parte de los paises en desarrollo estu-
vieron motivadas concretamente por el hecho de que los paises desarrollados empezaron a emplear innovadoras herramientas de
optimizacion — ciudadania/residencia mediante programas de inversiones, paraisos fiscales, estructuras de propiedad manipulables,
legislaciones en materia de la propiedad efectiva y regimenes porosos de intercambio de informacion— para maximizar los benefi-
cios economicos. En el documento se lleva a cabo una evaluacion tanto normativa como estructuralista de la territorialidad sdectiva
para resumir que se trata de un principio injusto de distribucion de derechos fiscales a nivel internacional, especialmente en rela-
ciones econdmicas asimétricas, que solo podrd resistir hasta que los paises en desarrollo logren el pleno conocimiento de la realidad
y comiencen a alzar sus voces al unisono para eliminarla.

“Every year billions of dollars are siphoned off by cor-
rupt developing world politicians to tax havens and
invested in expensive properties in western metropolis-
es. The delta between rich and poor countries is ex-
panding due to the fact that money laundering is not
treated at par with drug money or terror financing.”

- Imran Khan

Section 1: Introduction

The United Nations (UN) Model Tax Convention
(MTC) vide Article 6 allocates taxing rights on income
from immovable property to the State in which the in-
come generating property is situated.? In international
tax lexicon, this is dubbed as territoriality, the source
rule or the situs principle. Territoriality, theoretically
speaking, is the default position of all international tax-
ation under which all states enjoy unfettered authority
to tax all incomes arising within their geographical bor-
ders. This principle has ruled the roost throughout his-
tory, with only a few exceptions. The UN MTC’s posi-
tion on immovable property, from this angle, ought to
be taken as normal, logical, and equitable - a fair
framework of inter-nation distribution of fiscal rights.
However, when seen at slightly deeper level, the equi-
tability assumption might turn out to be sham and shal-
low on a couple of significant counts.

One, while the UN MTC preserves territoriality on
immovable property, it rigs the same on other catego-
ries of international incomes - practically rendering it a
scenario of selective territoriality. Taxation of industrial
or business profits, as well as professional services, for
instance, is assigned to the residence state unless de-
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rived through a permanent establishment (PE) or a fixed
base situated in the source state. The taxing rights on prof-
its of shipping and air transport business are allocated to
the state in which the place of effective management of
the enterprise is located. Likewise, dividends, royalties,
interest incomes and directors’ fees are, per se, taxable in
the residence state. Taxation of income from employment,
and the performance of artists and sportsmen have been
vested in the state in which the employment or perfor-
mance takes place.> Governmental remunerations are as-
signed to the payer’s state for taxation purposes. The re-
sidual incomes are vested to be taxed by the residence
state of the recipient. This contrast parsimoniously helps
illuminate the oblique bluntness in the pattern of alloca-
tion of taxing rights under the UN MTC, warranting a
deeper appraisal.4

Two, the way in which territoriality in asymmetric bi-
lateral arrangements between developed and developing
countries has operated over the past century has turned
out with fiscal fallouts that are unilaterally favorable to
the stronger partners in the economic relationship. It is
premised that the principle underlying UN MTC Article 6
has instrumentally contributed towards the sustained and
surreptitious siphoning off of exorbitant amounts of capi-
tal from developing to developed countries, its investment
in the latter’s immovables market and its resultant taxa-
tion thereon on rentals, capital gains, and reinvestments.
It is contended that the UN MTC’s meek acquiescence to
the source rule, in isolation and exception to the allocative
principles on other types of international incomes, is not
sans purpose and design. The coercive implication of the
premise gets galvanized by the UN MTC’s avowed and
aggressive posturing that since it is a model for negotia-
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tions “between developed and developing countries,” it
must necessarily be favorable to the developing coun-
tries. Thus, it is not astonishing that the entire tally of
double taxation conventions (DTCs) that developing
countries have signed over the past one hundred years,
purportedly modeled on the UN MTC, are based on the
principle of territoriality on immovable property.

This situation gives rise to a paradox. The paradox
emanates from the fact that the UN MTC is not only
meant to serve as a template for negotiations between
developed and developing countries, but also to pro-
mote, champion, and protect fiscal rights of developing
countries vis-a-vis developed ones. This position is in
sharp contrast to the Organisation for Economic Co-
operation and Development (OECD) MTC, which ad-
mittedly looks to promote fiscal interests of developed
countries.> The paradox between the UN MTC’s stated
position as a protector of developing country rights,
and a simultaneous meek acceptance of the source
state’s unbridled taxing rights on immovable property,
may have resulted in substantial fiscal fallouts for de-
veloping countries - not so far conceptualized and ana-
lyzed with clarity and in a systematic fashion. It is pos-
ited that by accepting source taxation on immovable
property in isolation, in the wake of massive capital
flight from the developing to the developed countries,
the UN MTC has not done any good to the cause of the
former - an extant international consensus on the mat-
ter notwithstanding. The UN MTC, in fact, blundered
by accepting source taxation rights on immovable prop-
erty on behalf of the developing nations, as it cost these
countries dearly not only on account of large sums of
investible capital siphoned off from their economies
and parked in real estates of developed nations, but
also on account of liquidation of their hard-earned
scant foreign exchange. Moreover, the selective territo-
riality deprived developing countries of potential reve-
nues on the rental streams and capital gains.

Taking the developing country as the unit of analy-
sis, the paper inevitably inducts international political
economy into the appraisal toolkit.6 In the international
system states interact amongst themselves at bilateral
and multilateral levels - apparently on an equal footing
- to legitimately promote their political and economic
interests. In reality, however, states behave much more
surreptitiously and selfishly, exploiting total diplomatic
power to promote their economic interests without hav-
ing regard to moral compunctions. This paper’s analy-
sis is undertaken by dividing all countries into two
groups - developed and developing. The groups of
states interact not only at state-to-state level, but also at
multiple other levels - with multinational corporations
(MNGs), non-governmental organizations (NGOs), in-
tergovernmental organizations (IGOs) and multilateral
institutional frameworks, such as the UN, the Interna-
tional Monetary Fund (IMF), and World Bank.

The international taxes system created under the
auspices of the League of Nations (LN) and then adopt-
ed by the UN could be interpreted differently by differ-
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ent academic and intellectual schools of thought. Liberals
would promote it as a shot in the arm of international co-
operation, leading to and resulting in all that globalization
stands for and implies. A constructivist would equate it
with a system of capitalist interaction in which concepts
are developed, meanings are created, and norms are gen-
erated to facilitate real world transactions. Marxists would
bring in the economic argument, suggesting that the sys-
tem only advances the international economic status quo,
resulting in ever-growing economic inequality at whatev-
er and whosoever’s cost.” Neo-Marxists would prop the
instrumentalist perspective to point out the state capture
of developed western economies by the capitalist result-
ing in a muffled internationalization of capitalism under
the garb of international taxes.8 The realist, on the other
hand, would argue that the system reflects naked power
politics in the international fiscal domain in its brute and
raw form. This paper is geared to lay bare various dimen-
sions of the UN MTC, selective territoriality on immova-
ble property, its implications for the developing countries
and alternatives for the future, essentially from an under-
lying realist perspective.

The paper consists of five sections. After Section 1 has
framed the issue and triggered the debate, Section 2 un-
ravels the international consensus on the vesting of taxing
rights on immovables to the source state under various
MTCs, and traces its roots in history from the League of
Nations” (LN) early years to its latest manifestation, re-
flected in the UN MTC 2017, the OECD MTC 2017, and
the Multilateral Convention to Implement Tax Treaty Re-
lated Measures to Prevent Base Erosion and Profit Shifting
(MLI). Section 3 takes stock of the fallouts of adoption of
Article 6 by developing countries in their double taxation
conventions (DTCs) from various angles. Section 4 ap-
praises selective territoriality by undertaking a normative
evaluation from various angles. The paper concludes in
Section 5 with a glum commentary on the efficacy of the
UN MTC to serve its avowed objectives, and its ramifica-
tions for developing countries, particularly if the extant
international compact on taxation of immovables is left
unaltered for any further length of time.

Section 2 :Selective Territoriality — Historical
Context

2.1. International Consensus

The selective territoriality on UN MTC Article 6, in fact,
does not come in isolation; it resonates a wider interna-
tional consensus on the matter, cutting across temporal
and spatial divides. The OECD MTC Article 6 falls on all
fours of the UN MTC Article 6, with practically few varia-
tions. The US MTC Article 6 may be slightly divergent in
formulation, but essentially it is in pari materia with the
UN MTC’s allocative principle. Likewise, the Andean
Community (AC) MTC, despite varying from the UN
MTC on a few fundamental counts, converges with its
principle of taxation on immovable property by stipulat-
ing that, “Income of any kind from immovable property
shall be taxable only by the Member Country in which
such property is situated.”® The international consensus

Page 3



UN Model Tax Convention: Selective Territoriality — The Specter of Privileged Player in a Rigged Game

on source rule on immovable property does not confine
itself to the incomes covered under Article 6; it extends
to capital gains on disposal of real property, too. In fact,
the UN MTC asserts source rule not only to capital
gains derived from direct disposal of immovable prop-
erty,10 but also to gains derived from indirect disposal,
e.g., through share capital of a company.!! This widens
the scope of the situs rule to practically any income or
gains derived directly or indirectly from immovable
property. The OECD’s Multilateral Convention to Im-
plement Tax Treaty Related Measures to Prevent BEPS
(MLI) only reinforces this dispensation.!? While the
OECD MTC and US MTC are coterminous with the UN
MTC on this count, the AC MTC lends convergence
only to the extent of direct disposal of capital assets.1?
In fact, “neither the OECD Model nor the U.N. Model
indicates whether tax should be imposed on gross or
net income.”!* However, the UN'’s stated position on
the matter is that “the taxation of income...should have
as its appropriate objective the taxation of profits rather
than gross income.”’5 Strangely, to Whittaker, it
“appears to be a concession to developed countries
which believe that expenses should be offset in taxing
such income.”?6 This is the fullest and widest possible
convergence that could be achieved on a principle of
international taxation, and its practical manifestation
into the double taxation agreements (DTAs) actually
signed is not only wide-spread geographically, it is also
deep-rooted historically - virtually throwing up no ex-
ceptions to the rule. The fact of the matter is that
“Article 6 of the...UN Model remains the most un-
changed and stable part of the Models and bilateral tax
treaties.”17

The consensus on selective territoriality on immova-
bles amongst the OECD member states and the US is
quite explainable. The OECD MTC is admittedly geared
to promote financial and fiscal interests of advanced
economies. Likewise, the sole objective of the US MTC
is to protect and promote economic interests of the US
fisc by jealously guarding taxation rights on its real
property. The AC MTC looks to forge and promote bi-
lateral economic relationship between neighborly par
economies at similar levels of development.’® However,
the UN MTC’s professed position and responsibility to
promote fiscal interests of the developing countries (as
probably they could not do so on their own), and its
brazen capitulation into surrendering residence taxa-
tion on immovable property, was nothing less than a
grand failure with far-reaching implications for the de-
veloping countries. A brief survey of the evolution of
the situs rule on immovable property through various
phases of history would illuminate the ensuing debate
as to its efficacy, implications, and legitimacy.

2.2. Pre-League of Nations Period

There is little evidence to suggest that prior to LN'’s
systematic work on international taxes any principle of
taxation of immovable property other than the unfet-
tered territoriality was in vogue in any manner. In 1914,
Neumeyer drawing upon one of Jacobus Perizonious’s
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manuscript dating back to twelfth century Bologna, which
inter alia, dealt with the issue of taxation of immovable
property located in Bologna and Ferrara owned by for-
eigners, confidently promoted the proposition that the
situs rule was the prevailing principle of international
taxation during the Middle Ages.1?Reimer believes that
the allocation of taxing rights to the situs state may be as
primitive as bilateral or multilateral tax agreements.?0 Vin-
nitskiy avers that everybody “seems to agree that income
from immovable property in a state is taxable there.”2!
Thus, it is reasonable to presume that during the pre-LN
period situs rule applied across the board to the taxation
of income from immovable property owned by non-
residents.

2.3. League of Nations

The League of Nations (LN) was established as a result of
the Paris Peace Conference, on January 10, 1920.22/23 The
LN’s purpose, as per its Covenant, was “to promote inter-
national co-operation and to achieve international peace
and security.”2* Although the Covenant primarily conse-
crated itself to the restoration of peace and the prevention
of war, it also aimed to ensure “equitable treatment for the
commerce of all Members of the League.”?> In February
1918, the League’s Council resolved to “convene an inter-
national conference to analyze the financial crisis and sug-
gest means of remedying and mitigating the dangerous
consequences arising from it.”2¢ The International Finan-
cial Conference that convened at Brussels in late 1920,
espoused unto itself, inter alia, international taxation, and
professed to make progress on “an international under-
standing, which, while ensuring the due payment by eve-
ryone of his full share of taxation, would be facilitating
placing of investments abroad.”?” This is how the LN got
involved in international tax matters.

2.3.1. LN Report 1923

The outcomes of the Financial Conference led to the crea-
tion of two Provisional Committees: the Economic Com-
mittee and the Financial Committee. The Committees
were given clear-cut task assignments?8, with international
taxation going to the latter. The Financial Committee
made the observation that the subject of international tax-
ation “should be studied from the widest possible stand-
point, and that expressions of opinion upon it should be
obtained from recognized experts” and further that any
“possibility of an international convention regulating the
matter should be considered.”?® Thus, a Committee of
four well-known fiscal economists was constituted to
come up with a comprehensive report on the issue.®® The
Committee, in regard to the “immovables,” after dilating
upon four plausible factors of decision-making, that is,
“acquisition or origin,”3! “situs,”32 “enforceability or legal
status,”?? and “domicile,”34 re-emphasized the source rule
but not quite. It was held that “inasmuch as the second
and third elements in economic allegiance strongly re-
enforce the first (origin), domicile ought to play only a
slight role as compared with origin.”35The LN Report
1923, which essentially incorporated the Economists’
work, went on to hold:
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Most countries, as a matter of fact, allow it to
play no role at all. We should be disposed,
however, to maintain that, as a matter of pure
theory, the claim of domicile to at least a small
share ought not to be overlooked. This conclu-
sion, however, obviously applies more com-
pletely to a tax on the property itself, whether
in the form of a real tax, a land tax, an inher-
itance tax or a capital levy. But it is true even to
some extent of a pure income tax. If an absen-
tee landowner plays, because of his large rent
roll, a considerable part in his place of habitual
residence or domicile, it does seem that the
place of domicile should not be entirely denied
a right to ask him for at least a slight support.
But, at the very best, the proportion allotted to
domicile would be exceedingly small.3¢

A year prior to the publication of LN Report 1923,
Italy had already “proposed a conference of govern-
ment officials to reach practical solutions on the more
pressing double taxation issues.”®” The proposal osten-
sibly stemmed from the desire to appraise the issue at a
more practical level. The Financial Committee went
ahead with consulting three states that already had ex-
perience negotiating and finalizing double taxation
treaties, and three more states,3 which were likely to be
interested in the matter.3

2.3.2. LN Report 1925

The LN Report 1925 differed with the LN Report 1923
on the principle of sharing of taxing rights on immova-
bles, stating that, “the country of domicile alone is enti-
tled to collect the general income-tax.” However, “as an
exception to this principle,” it was laid down that “the
country of origin may tax income accruing from im-
movable property, agricultural undertakings and in-
dustrial and commercial establishments, exclusive of
dividends.”40 It is, therefore, clear that the territoriality
on immovables was incorporated into the modern in-
ternational tax framework a hundred years ago through
the LN Report 1925. It may be added that while the
experts retained territoriality on immovables, they
made brave departures on other types of incomes. In an
intra-developed world scenario, the exception would
have probably faired neutrally. In a developed-
developing country scenario its real impact would be
felt—and the fact that all experts hailed from and repre-
sented developed industrialized countries (in their per-
sonal capacity though) only galvanized that grievance.
Although empirically intractable, the exception, in its
unidirectional outcomes, may have induced lopsided-
ness into the forward march of the world economic his-
tory over the past hundred years, and helped the devel-
oped world as a result of the reverse capital flows. The
seeds of yet another concerted effort under the League’s
framework had been sown in LN Report 1925. It was
prompted that “the League convene an expanded con-
ference of government officials to develop draft interna-
tional treaties.”#! The Financial Committee, accepting
the proposal, moved to institute a Committee on Dou-
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ble Taxation and Tax Evasion#? by enjoining upon it “to
take into consideration the disadvantage of placing any
obstacles in the way of the international circulation of cap-
ital, which is one of the conditions of public prosperity
and world economic reconstruction.”4* The work on inter-
national taxes under the auspices of the Committee con-
tinued over the next couple of years.

2.3.3. LN MTC 1927

The Committee of Technical Experts on double taxation
and tax evasion presented its report in April 1927, propos-
ing four draft conventions with explanatory notes. It was
the Draft Convention for the Prevention of Double Taxa-
tion that contained an allocation rule for income from im-
movable property. Article 2(1) of the Convention reads:
“The income from immovable property, i.e. which corre-
sponds to the actual or presumed rental value of such
property, as well as any other income from such property
which is not covered by Article 5, shall be taxable in the
State in which the property in question is situated.”44 This
particular principle was likewise to “apply to income
from mortgage or other similar obligations.”4> Vinnitskiy
argued that the provision “did not limit the scope of its
application to cases where the taxpayer is a resident of a
contracting state and immovable property is situated in
the other contracting state,” and wherefore it “could be
applied to the situations where the income was derived
from the immovable property situated in a third state.”4
He further contended that the particular provision gave
the taxing right to the state in which the immovable prop-
erty was situated “only if the income was not derived
from industrial, commercial or agricultural undertaking
through a permanent establishment.”4” However, if the
income was derived from a PE, the taxing rights were
vested in the state in which the PE was located. It is evi-
dent that in the LN MTC 1927, the situs rule was placed in
a subaltern position to the PE principle, which was quite
contrary to the modern dispensation on the issue.#8 The
term “immovable property” was not defined, which
“approach was based on the idea of the border (in the log-
ical and economic sense) between income from immova-
ble property and business income that was ‘derived from
industrial, commercial or agricultural undertakings,”
whereby the former was to “correspond to the actual or
presumed rental value.”4 The Committee of Technical
Experts was replaced by the Fiscal Committee in 1928 as
LN’s loose limb.

2.3.4. LN Report 1935

The Fiscal Committee deliberated upon the LN MTC at its
various sessions held between 1928 and 1935. The Fiscal
Committee’s Plurilateral MTC 1931 mirror-imaged LN
MTC 1927, except that the “business income shall not in-
clude...income from immovable property...income from
mortgage, from public funds, bonds (including mortgage
bonds)...”%0 Apart from Vinnitskiy positing that this
brought “the distributive rule on income from immovable
property closer to the current approach of the...UN Mod-
el,”5! the LN Report 1935 did not substantially impact the
lateral developments in the arena of international taxes.

Page 5



UN Model Tax Convention: Selective Territoriality — The Specter of Privileged Player in a Rigged Game

2.3.5. LN MTC 1943

In spite of its overly pronounced pro-developing coun-
try leanings, the LN MTC 1943chose not to tinker with
the situs rule enshrined in LN MTC 1927 by stating that
“income from real property shall be taxable only in the
State in which the property is situated.”52 The LN’s po-
sition taken was quite understandable in view of the
fact that the way the principle of situs was brought to
prevail and the residence state did not receive any tax-
ing rights on income from immovable property .5 A few
additional sub-categories of income from immovable
property such as “income from mortgages,” “royalties
from immovable property or in respect of the operation
of a mine, quarry, or other natural resource,” and gains
derived from the disposal of immovable property were
closely identified and left to be regulated by Article 3,
10, and 12, respectively. But the principle underlying
these incomes was essentially the situs rule. “In these
circumstances, such a classification of incomes from
immovable property had quite a limited meaning.”>*
On the issue of interaction between income from busi-
ness and income from immovable property, the scope
of the former was excluded from the purview of Article
2 where income was “derived from exploration of
lands, buildings, and sub-soil as a part of a business,
including mining, forestry and agriculture.”5> Thus, the
principle reflected in LN MTC 1927 was replicated, and
the proposal of LN MTC 1935 was discarded.

2.3.6. LN MTC 1946

Immediately after World War II (WWII), the European
capitalist powers scrambled to stock-take the develop-
ments that had taken place during the war period. The
Fiscal Committee convened in London for its 10thses-
sion to develop the MTC 194656 It was untenably ob-
served that the structure of the MTC 1943 and MTC
1946 remained identical, aside from certain editorial
modifications in the latter MTC, and that the only nota-
ble difference between the two was “relating to the tax-
ation of interest, dividends, royalties, annuities and
pensions.”5? The LN MTC 1946 was recast to bring back
into saddle the pre-MTC 1943 regime.5 When it comes
to immovables, both the LN MTC 1943 and LN MTC
1946 converge. Article II of the LN MTC 1946 reads:
“Income from real property shall be % Whittaker argues
that the “uniformity of position is probably the result of
a consistent view of in rem taxing jurisdiction by the
developed countries, and a preference for source juris-
diction by the developing countries.”® It is contended
that Whittaker’s attribution of the wide-going consen-
sus on the source rule to “a preference...by the devel-
oping countries,” is without any empirical basis. It may
even be that developing countries are yet to attain true
cognition of the inimical nature of the source rule and
its complex interaction with the reverse capital flows.

2.4. Post-War Period

Soon after WWII was over, the Organization of Europe-
an Economic Cooperation (OEEC)was created in 1948.
The OEEC established a Fiscal Committee in March
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1956, and tasked it with preparing a MTC with a concrete
set of proposals to implement it.6! Thus, where the UN
baulked on its role in the fiscal domain, the OEEC rushed
in to grab the opportunity. The OEEC work, fundamental-
ly based on the LN MTC 1946, attempted to introduce the
modern approach under which the situs principle pre-
vailed on business income (taxation of immovable proper-
ty rule should apply to immovable property of commer-
cial, industrial or handicraft enterprises, etc.).62 Likewise,
it was unequivocally held that the ships and aircraft
would not constitute immovable property under DTCs.
The OEEC also rather inconsequentially tinkered with the
definition of elements of immovable property by drawing
distinction between “income derived from the direct use,”
“income from letting,” and “alienation of immovable
property,” without, in fact, changing the underlying prin-
ciple of taxation. It has been argued that the true heir of
LN’s extensive work on international taxation was OECD,
and not UN, as is generally mistakenly believed.®® Given
the stakes involved, the capitalist world substantially in-
vested in the OECD, and capacitated it enough to churn
out dominant ideas which could capture almost the entire
epistemological space in the international fiscal domain.

2.5. OECD MTC 1963

Upon the OEEC’s transmutation into the OECD on Sep-
tember 30, 1961, the latter released on July 1, 1963 what
later came to be known as the OECD MTC 1963. The
OECD MTC 1963 reconfigured the provision on immova-
ble property as Article 6 with a single important alteration
in regard to clear-cut demarcation between income de-
rived from immovable property itself and the gains de-
rived from its disposal. It has been stipulated that since
the OECD MTC Article 6 did not contain reference to the
residence state, it potentially created a possibility of
worldwide taxation by the source state of income derived
from immovable property. This unintended aberration
was corrected in the UN MTC 1981, which stipulated that
the “property in question must be located in the state
which is not the taxpayer’s state of residence.”¢* Result-
antly, income derived by a resident of a contracting state
from this state or a third state would fall under Article 21,
but not Article 6, and anyway be subject to taxation under
the domestic laws.

2.6. UN MTC

In 1967, the UN ended up creating an Ad-Hoc Group of
Experts on Tax Treaties t00.95 The very nomenclature of
the Group expressly containing a direct reference to “Tax
Treaties between Developed and Developing Countries”
betrays an underlying urge to rectify fiscal inequities in
the international taxes regime extant between the UN
member nations. The UN MTC 1981 - the first of its kind -
was rolled out with much fanfare. Intriguingly, while the
principle of territoriality was effectively rigged on busi-
ness incomes (linking it to the PE), it was observed and
reinforced on incomes from immovables. The UN MTC
Article 6, in fact, resonated the international consensus
that had evolved through the preceding half century and
culminated in the OECD Model 1963 Article 6. The acqui-

TAX COOPERATION POLICY BRIEF



UN Model Tax Convention: Selective Territoriality - The Specter of Privileged Player in a Rigged Game

escence appears to have been quite mechanical and
sans deliberations - at least, any meaningful ones. The
term “immovable property” was left to don the mean-
ing that “it has under the law of the Contracting State in
which the property in question is situated.”® Nonethe-
less, the property that is accessory to the immovable
property, “livestock and equipment used in agriculture
and forestry, rights to which the provisions of general
law respecting landed property apply, usufruct of im-
movable property and rights to variable or fixed pay-
ments as consideration for the working of, or the right
to work, mineral deposits, sources and other natural
resources,” have, in any case, been included within the
scope of the immovable property for the purposes of
taxation in the source state. The UN MTC Article 6 rein-
forces the source state’s right to tax incomes derived
from immovable property’s “direct use, letting or use in
any other form.”67 The source state’s right to tax also
extends to the incomes from immovable property of an
enterprise and to the incomes from immovable proper-
ty used for the performance of independent personal
services.®8 Likewise, ships and aircrafts have been spe-
cifically excluded from the tax nexus on immovable
property in the source state - in fact, in either of the
states.®? Moreover, like a plain reading of the provision
leads one to conclude, it “does not deal with income
arising from immovable property situated in the tax-
payer’s state of residence, or in a third state.”70

The UN MTC’s naiveté does not end at routine in-
comes from immovable properties; it does extend to
capital gains too. Similarly, incomes from immovable
property that are attributable to a PE are treated as
business profits, and liable to tax under the relevant
rules. It has been averred that the “purpose of this pro-
vision is to ensure that the state of source has the right
to tax any income from immovable property even if it is
not attributable to a PE.””? The UN MTC Article 13
“expands the right to tax of the state of source, in that it
may tax gains from the alienation of interests in part-
nerships, trusts and estates which principally own im-
movable property situated therein,” which essentially
implies that “gains, in whatever form, from the immov-
able property situated in a Contracting State may be
taxed in that State.”72 In the same vein, the “gains from
the alienation of shares, other than those shares of prin-
cipally immovable property owning companies, repre-
senting a participation” beyond a mutually agreed
threshold “in a company which is a resident of a Con-
tracting State may be taxed in that State.”7*> At this par-
ticular point, the OECD MTC is at variance with the
UN MTC as it does not contain a formal provision in
this connection and leaves the contracting states to set-
tle the matter through bilateral negotiations.”* Lennard
cites it as a rare instance where essentially a UN MTC
provision travelled to the OECD MTC - a rarity in its
own right.”> The UN MTC went through some modifi-
cations in 1999, 2001, 2007, 2011, and 2017, but without
ever touching the selective territoriality on incomes
from immovable property. The UN MTC’s consecration
to source rule without aligning it with the movement of
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capital and associated fiscal implications were set to have
fallout for the developing countries, and they did as expli-
cated in the next section.

Section 3: Selective Territoriality — Optimiza-
tion

In order for the allocation of taxing rights on international
incomes from immovables to best reflect the interests of
the developed countries, a two-tiered approach was
adopted to lay out the requisite legal infrastructure. At the
multilateral level, various MTCs, - particularly the UN
MTC, were rolled out by way of a conceptual framework,
which was voluntary in appearance, but compulsive in
essence. At the bilateral level, the Model tax convention
was raised to the mantle of a Convention - forging in the
developing countries a condescending allegiance thereby
obliquely steering them into signing UN MTC Article 6 in
their bilateral DTCs rather recklessly; involuntarily. It is
posited that taxing rights on UN MTC Article 6 were not
aligned with the likely direction of capital flows as on oth-
er categories of incomes - business, interest, dividends,
royalty, and even international traffic. This is simply be-
cause capital movement on real estate was anyway going
to take a reverse direction, that is, from the developing to
the developed countries. This is where the UN MTC failed
in its avowed mission of protecting and promoting fiscal
rights of developing countries. Thus, once the stage was
set in terms of laying down of legal wherewithal, it was
only logical that developed countries quickly moved to
align their domestic policy frameworks to give traction to
the reverse capital flows and optimize on the selective
territoriality. A number of mechanisms were contrived
and put in place with multiple objectives in view - incen-
tivization of foreign investment into real property being
one of them. The actual boon of luring investment in im-
movable property is that a country can acquire liquid cap-
ital from all over the world while retaining the real control
over its real assets, that is, land and superstructures built
over it being stationary within their territorial borders. It
can also spur investment in the construction industry,
related sub-industries, and support service sectors creat-
ing job opportunities for the domestic workforce, raise
saving and investment rates, augment aggregate demand
and lift peoples’” incomes. The way selective territoriality
was optimized by developed countries, and the way it
impacted the developing countries, can be gauged from
the select succeeding aspects.

3.1. Citizenship / Residence by Investment Programs

The foremost mode of optimization on the selective terri-
toriality on immovables is the citizenship by investment
(CBI) and residence by investment (RBI) programs that
are offered by nation states, dependencies, and protec-
torates allowing foreign individuals to obtain citizenship
or (temporary or permanent) residence rights in return for
certain investment in their economies, in general, and to
their real assets, in particular. The CBI and RBI programs,
with overlapping features in many respects, are identical
to each other in motives, design, operation, outcomes, and
implications. However, there is also a marked difference
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in that while CBI programs bestow citizenship rights
exhibiting in a passport or a national identity card, RBI
programs accrue the host country residential status
manifesting in a residence card, permit, or a certificate.
Thus, while a CBI program may carry all features of an
RBI program, the latter may be loaded with more di-
rect, pronounced, and far-reaching implications for the
target state tax systems; in fact, for the entire interna-
tional taxes system and its integrity.76

Shorn of all additives, CBI/RBI programs are indica-
tive of a fierce competition between nation states to lure
high net worth individuals into their jurisdictions and
reap fiscal fruits of their worldwide businesses, in-
comes, and wealth. Christians avers that the most enter-
prising and the wealthiest individuals could choose to
live in a jurisdiction depending not only upon personal
preferences, arithmetic of “multiple personal and social
factors, but also a calculation of the costs and benefits of
competing residence programs that offer tax incentives
to immigrants.””” This may also be the most perverse
and predatory form of internationalization of capital-
ism. Rixen equates the propensity of jurisdictions to-
wards “adopting their fiscal policies strategically,
among which companies and individuals can choose, in
order to attract new investment and poach other coun-
tries” tax base,””8 with tax competition in rather a per-
verse form. The CBI/RBI programs are believed to pro-
duce “stockholder citizens””® in the sense that
“investors have an instrumental interest in obtaining
the citizenship”80 of smaller states and havens as entry-
pass to bigger economies contrary to “stakeholder citi-
zens”81 who are the product of proper naturalization of
ordinary migrants, over time, becoming part and parcel
of the host community.

Although since the Westphalian Treaty, 1648, the
award or withdrawal of citizenship has been deemed to
be an inalienable sovereign function of the state, the
modern international legal infrastructure recognizes
this position more explicitly. The Hague Convention
Article 1 emphasizes that it is within each state’s juris-
diction “to determine under its own law who are its
nationals.”82 Beretta defines jurisdiction “as a series of
rules that define a qualifying connection between a sub-
ject matter and a state, and ... set of boundaries of a
country’s sovereignty.”s3 He goes on to explicate that
the “connection must...possess a certain degree of in-
tensity, in the sense of entailing a ‘genuine’ or
‘sufficient’ link” .84 The tax law, like every field of law,
has its own jurisdictional rules. It has been averred that
“in relation to income tax, for a state to impose its tax-
ing rights, a qualifying connection needs to exist either
with the tax subject i.e. the person upon whom the obli-
gation falls to pay, or with the tax object i.e. the cluster
of facts from which an item of income derives.”85 The
aggressive CBI/RBI programs are viruses that contra-
vene and bug internationally accepted rules of jurisdic-
tion of the target states by first sucking capital there-
from and then stripping them of the associated fruits.
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The CBI/RBI programs could be classified into three
broad categories. Firstly, the tax-loaded investment pro-
grams are, in fact, the most harmful. This implies that na-
tion states sponsoring such programs “use their taxing
power in some manner to attract immigration.”86 In this
respect, the programs “that are potentially high-risk...are
those that give a taxpayer access to a low personal income
tax rate of less than 10% on offshore financial assets and
do not require significant physical presence of at least 90
days in the jurisdiction.”87 Christians believes that, “Tax
incentives for favored immigrants are but one aspect of
this brave new world of tax competition.”88 It has been
contended that in a world of increasing wealth inequality,
coupled with an equally fierce competition, a regulatory
deficit, “and a limited number of elite to target for immi-
gration, it is a buyer’s market for the geographically mo-
bile consumer of fiscally convenient tax residency.”8 He
goes on to explicate that tax planning may be accom-
plished “where one’s nationality is relevant to the assign-
ment of tax residency under a treaty.”? Beretta avers that
“citizenship if purposively acquired through an invest-
ment scheme, may represent the springboard for new na-
tionals to obtain, directly or indirectly, a number of tax
benefits (if not, ‘tax privileges’)”.91 He further stipulates
that “for a person wishing to acquire...citizenship, the
possibility of attaining a special tax regime constitutes an
alluring incentive.”92 There is no doubt that “by levying
no income tax or having no comprehensive personal in-
come tax regime,” a country’s CBI/RBI programs become
riskier,% particularly for the target state, which first bears
its brunt of capital flight and then that of selective territo-
riality on immovables.

Secondly, the so-called tax-neutral CBI/RBI programs
are geared to extend or avail advantage other than those
relating to taxes.”* The host-state motives behind such
programs could be the avenues to set up a new business
in the host jurisdiction, greater mobility due to visa-free
travel, better education and job opportunities for the fami-
ly or even the right to live in a country with political sta-
bility.%s Arguably, tax-neutral programs are “explicitly
designed to attract the wealthy to become permanent resi-
dents and taxpayers,”? and not for any immediate or
short term tax benefits.”” Some of the CBI/RBI programs
could be “nothing more than a fast lane to visa status for
those who can pay the premium.”% It has been averred
that for many countries “launching visa programs that
favor citizenship acquisition by foreigners is a straightfor-
ward way of sustaining their budget needs and stimulat-
ing the economy, job creation and capital investment from
abroad.”% Such programs incentivize wealthy individuals
“to migrate to, or at least work or study for some time in a
different country,” which can guarantee to them or their
progeny an additional option to relocate in the future.100 It
is contended that even the most tax-neutral CBI/RBI pro-
grams would have implications for the target states under
the selective territoriality.

Thirdly, the secrecy-driven CBI/RBI programs merely
extend secrecy cover in return for all the dubious capital
transmittals through surreptitious means. It is feared that
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CBI/RBI programs can potentially be exploited to mis-
represent an individual’s jurisdiction of tax residence
and to endanger the proper operation and integrity of
the OECD’s Common Reporting Standard (CRS) due
diligence proceduresl0! Like already pointed out,
CBI/RBI programs could interest various persons for
multiple genuine reasons, but then there are CBI/RBI
programs that are high-risk for certain identifiable rea-
sons. These risks include relieving the new residents of
“certain reporting requirements concerning foreign
income for the entire duration of the special tax re-
gime.”102 The CBI/RBI programs, it has been argued,
“can also be used for the wrong reasons,” for instance
“to escape a legitimate prosecution in one country by
fleeing to another one, to engage in money laundering
or violate international sanctions, or ... to avoid CRS
reporting, ... to hide from authorities money related to
tax evasion, corruption or money laundering.”103

The selective territoriality operates as a thick shelter
to the host state because once funds get invested there,
rental incomes, capital gains arising to individuals and
trusts, and capital gains arising to land-rich corpora-
tions get taxed there, completely stripping the target
state of its due tax share. Moreover, since immovables
are currently not covered by the CRS framework, the
investments made do not get reported in case of new
nationals. It may not be out of place to mention that the
inadequacy of citizenship as a test of an individual’s
fiscal obligations was underscored as early as the LN
Report 1923, which reckoned citizenship as “fast break-
ing down in practice” and “clearly insufficient in theo-
ry.”104 Since there is an ever “growing number of coun-
tries that grant citizenship or long-term/permanent-
resident status to people who only undertake a passive
investment, such as...in real estate,”10> it may be about
time that the comity of nations sat down to decide upon
the adequate level of the role of CBI/RBI programs in
the international fiscal system.

3.2. Tax Havenry

The other mechanism which was contrived, promoted,
and protected by developed countries to optimize on
selective territoriality under UN MTC Article 6 and
harvest reverse capital flight proceeds was the tax
havenry. The “tax haven” implies a jurisdiction with
low or no taxes, scant effective Exchange of Information
(EOI), absence of transparency, and non-existent sub-
stantial activity requirements.1% There is little doubt
that once the international tax regime which was not
based on any solid uniform principle - source rule or
residence rule, but on cherry-picking, that is, selectively
adopting the rule that suited the developed powers,
had been rolled out, it was only a matter of time before
such sophisticated mechanisms were developed to opti-
mize on the rules adopted. The regulatory blind spots -
euphemistically dubbed as tax havens, which brazenly
sucked precious capital out of the developed countries’
real estate markets, is one such super-sophisticated
ploy. It is noteworthy that in the wake of UN MTC
Article 6, sans being monocausal, tax havenry has con-
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sistently diffused and expanded over the past one hun-
dred years: in 1974, there were only 15 recognized tax ha-
vens, which stood 73 in 2018.107 While the total value of
the capital stashed in tax havens is over US$ 21 trillion, a
good part of it is parked in offshore immovables.

In fact, adverse implications of tax havenry manifest far
and beyond UN MTC Article 6 - beyond even the realm
of taxation.l0® It was stipulated that the very term “tax
haven” is “a misnomer, because tax havens offer escape
routes not just from taxes but potentially from any of the
rules, laws, and responsibilities of other jurisdictions -
whether those be taxes, criminal laws, disclosure rules, or
financial regulations.”1% Thus, tax havens contribute to-
wards a global regulatory deficit, in general, and fiscal
and current account deficits in developing countries, in
particular. It has been contended that tax havens help
steal not only “stamp duty, inheritance tax and capital
gains tax,” but also “income tax if the properties are being
let and are artificially loaded with debt to avoid pay-
ment.” 110

The selective territoriality on immovables may have a
direct nexus - more in an operational than a causal sense -
with the growth and perverse working of tax havens. A
large number of companies and trusts based in tax havens
are leveraged to purchase expensive properties in devel-
oped western countries. It was reported that properties
worth £122 billion located in England and Wales were
held through offshore companies based in tax havens un-
der anonymized ownerships. This figure was more than
all housing stock in Westminster and the City of London
put together.11 In connection with London’s inflated and
ballooned up real estate market, it was pertinently re-
marked that there “billionaires are pushed out by billion-
aires.”112 In the same vein, it has been averred:

London belongs to investors who do not live in
the city... On paper a mansion is owned by a
shell company. At the moment there are in excess
of 40,000 properties that are owned by anony-
mous offshore corporations meaning that we do
not know who the owners are. It could be decent
people; it could be mafias. A lot of money that
came here and exploded the prices is of dirty
origin... Trillion of Euros from Russians, Ger-
mans, Chinese, and Indians have poured into
London. From a socio-economic perspective it is
not sustainable. You cannot have a city where
residents and workers cannot live.113

The question arises as to why the developing countries
which signed UN MTC Article 6 in their bilateral DTCs
could not align their domestic land ownership frame-
works to attract foreign investment a Iz the developed
countries., While the most powerful developed countries
quickly and confidently moved to allow ownership rights
to non-nationals and harvested massive chunks of capital
into their real estates, developing countries failed in this
pursuit. A few developing countries that jumped on to the
bandwagon also recorded only a marginal success before
being called and cautioned. In fact, the developing na-
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tions’ failure to capitalize on the opportunity is ascriba-
ble to a xenophobic worldview stemming directly from
their colonial heritage and overhang. It was not until
the turn of the century that tax havenry came under the
spotlight of major European and North American pow-
ers. Paradoxically, those very major powers happened
to actually own, control, manage, and regulate the tax
havens, and are their overlords.!4 It was posited that
while recent initiatives may have, to a certain degree,
compelled the tax havens to water down their operat-
ing banking secrecy regimes and engage in voluntary
and request-based tax-information exchange, these
changes were likely to have only a limited impact, be-
cause the tax authorities had to first fulfill a number of
pre-conditions before being able to seek/receive and
utilize the information.1’5 The UN MTGC, it has been
argued, monopolized the entire epistemological space
for the developing nations by eliminating the alterna-
tives and the mental freedom to look for the alterna-
tives.116 At some level, tax havenry represents the ugly
face of capitalism too.

3.3. Manipulable Ownership Structures

While investing in real property located in an offshore
jurisdiction, the proprietary structure may be the single
most critical variable in the investor’s decision-making
equation, particularly when it is with capital of dubious
credentials that is remitted through irregular chan-
nels.117 This is where complexity, layering, anonymiza-
tion and the choice of ownership structure attain key
importance. Over the past few decades, a number of
complex ownership structures have been contrived in
the developed world, each having potential to achieve
unspecified objectives and ambiguous outputs - includ-
ing optimization on the selective territoriality on im-
movables. A non-resident individual investor or group
of investors could choose to invest in real property in
an offshore jurisdiction under one or more of the fol-
lowing modes:

(i) Directly - as individual owner, co-owner, or
partner;

(if) Indirectly - via a purpose-built resident compa-
ny or pre-existing resident company that may
or may not have other investments;

(iii) Indirectly - via a non-resident company whose
shares are owned either directly by the individ-
ual or through an interposed non-resident com-
pany;

(iv) Indirectly - via a company incorporated in a 3rd
jurisdiction whose shares are owned directly by
the non-resident or via yet another non-resident
company; or

(v) Indirectly - via a testamentary or inter vivos
trust.118

It has been argued that in case of indirect scenarios
“the entity selected to make and own the investment
may be a sole proprietor or member of a co-investment
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group, as a co-owner or a partner in a partnership.”119 The
indirectization of real property ownership through inter-
posed corporations and trusts - often in multiple layers -
has been the single most facilitative factor in the bulk
transfer of capital from the developing to the developed
world. The capacity of developing country tax systems
and other enforcement arms gets challenged while deal-
ing with labyrinthine and complex ownership structures
put in place with expensive and sophisticated legal and
technical advice. This way developing countries not only
lose precious capital, tax on the capital, but also tax on
incomes from immovables acquired with stolen capital.

3.4. Beneficial Ownership Mechanisms

Similarly, acquisition of immovable property under bene-
ficial ownership structures is yet another mechanism
through which territoriality under UN MTC Article 6 is
optimized and the reverse of movement of capital is given
traction. Ownership of assets by both natural and juridical
persons can be either legal or actual. In case the asset is
registered in the name of the person who actually owns it,
the matter ends there. However, if the asset is registered
in the name of a person other than its actual owner, the
scenario is dubbed as beneficial ownership. In legal par-
lance, the term "beneficial owner" implies a natural person
who eventually owns an asset or controls a legal entity
that, in turn, legally holds the asset. The concept also co-
vers the person(s) who enjoy decisive and effective control
over a legal person or its arrangement. The most obvious
purpose of creating beneficial ownership arrangements is
to delink the actual owner from the source of funds
(which could be proceeds of crime or tax evasion) and its
tax implications.’0 This is how the “global elite”, which
“is basically looking for a safe-deposit box,”12! finds one in
offshore anonymized real estates.

It is an established fact that the bulk of the transactions
that take place in offshore estate markets are held under
beneficial ownership arrangements, and it goes without
saying that all such transactions have tax implications.
Brown rightly posits that it is “critical to establish the
identity of the beneficial owner of an asset in order to de-
termine the tax result.”122 This can have tax impact vis-a-
vis originally invested funds, the incomes being generated
by the asset post acquisition, and the surplus produced at
the time of its disposal and change of ownership. It was
reported that approximately “two out of three of the
91,248 foreign-company owned properties in England and
Wales are held via the British Virgin Islands and Channel
Islands structures.”123 This is quite a staggering ratio. It is
obvious that once the real owner is dissociated from an
asset, taxation cannot be executed, at least, in the resi-
dence jurisdiction, by implication, the developing coun-
tries. Why developing nations, particularly? This is simply
because major European and North American powers
whose tax base is poached through beneficial ownership
structures can effectively coerce the tax havens into
providing all the critically important information required
to see through the beneficial arrangements. It is the devel-
oping nations that are treated with disdain and dis-
missiveness by the tax havens - and, of course, at the be-
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hest of their ultimate overlord - the developed powers.

It is astonishing that though the use of the beneficial
ownership tool with regard to immovables under Arti-
cle 6 and the types of properties it covers is rampant, it
has hardly ever made way into the debate on the mat-
ter. This is particularly because the maximum misuse of
beneficial ownership is through trusts and interposed
companies established in a third jurisdiction vis-a-vis
properties purchased in developed countries with the
funds siphoned off from developing countries. These
kinds of complex ownership arrangements have fleeced
developing countries for long - first through siphoning
off of capital, and then by avoiding paying taxes on the
rentals and gains generated. Lately, the international
community’s shift of focus to the beneficial ownership
issue has started to make a difference, though only
marginally. Pressure is being exerted on various juris-
dictions to place information on beneficial ownership in
the public domain and also allow it to be part of the
request-based EOI framework with relative ease. How-
ever, due to relative recentness “of the novelties regu-
lating the beneficial owner concept in the domestic le-
gal order,” its essential aspects in the international legal
order are yet to be explored, and “waiting to be tested
in practice.”124

3.5. Porous EOI Regime

The extant international EOI regime exhibits strains and
structurally-oriented undercurrents between develop-
ing and developed countries. The realist, pro-
developed country bias in the international taxes coop-
eration framework is historically embedded.
Jogaranjan, with reference to EOI under the LN MTCs,
has pertinently remarked that “it was thought to be
completely unacceptable that residence-countries
would provide information regarding their residents to
enable them to be taxed in another (the source) coun-
try.”125 At some level, these tensions continue to sim-
mer in regard to immovable properties under all three
EOI mechanisms - request-based, spontaneous, and
automatic - exhibiting a built-in anti-developing coun-
try bias with particular reference to flight of capital and
its parking in real assets located in developed countries
- directly or indirectly through offshore tax havens.
When it comes to request-based EOI, issues like fore-
seeable relevance, retroactivity, availability of infor-
mation, and “taxpayers’ notice” are brought in to slow
down and, at times, even scuttle the exchange process.
Likewise, when the information exchanged is sought to
be used to have a crackdown on money laundering and
other illegal funnels of flight of capital, the principle of
“the purpose for which it was exchanged” is brought to
the fore to frustrate the efforts to have a crackdown on
the money launderers owning borderless and nation-
less capital. Spontaneous EOI has had a limited scope -
particularly eversince it has been rendered to operate
on reciprocal basis. Its efficacy is being tested in con-
nection with RBI/CBI programs, despite OECD’s ad-
vice to all states harboring such initiatives to share the
particulars of their buyers enabling parent states to en-
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force laws. While OECD may be working on it, the coun-
tries sponsoring such programs are resisting sharing the
EOI under the framework on various excuses.

Similar is the case with automatic EOI under the
OECD’s CRS framework as it does not cover immovables
yet. In fact, CRS is further exacerbating the outcomes of
territoriality under UN MTC Article 6 in that it may be
encouraging conversion of liquidity into real estate to
avoid reporting. Noked argues that possibly “some tax
evaders emptied their offshore financial accounts before
the start of AEOI by buying real estate or other non-
financial assets.”126 He further apprehends that since “the
direct ownership of non-financial assets, such as real
property, precious metals, artwork, and collectibles, is not
reported to foreign tax authorities under...CRS,” some
“tax evaders may invest in offshore non-financial as-
sets.”127 It has been feared that many tax evaders may
“have not been deterred or caught by AEOI because they
shifted their undeclared offshore financial assets to other
tax evasion channels that are not subject to AEOL”128
Thus, while the selective territoriality under UN MTC
Article 6 has per se implications of its own, it is optimized
by the developed countries through the aforementioned
mechanisms. Once in vogue with impunity, various not-
so-advanced jurisdictions also got into competition to in-
duce more and more investment in their real sectors by
resorting to the aforementioned optimization ploys practi-
cally turning a blind eye to the appropriateness of the
origin of the funds and the channels through which those
were remitted. The oppressive implications of fiscal plun-
der of developing nations on account of optimization of
selective territoriality, though empirically intractable,
have been massive.

Section 4: Selective Territoriality — Appraisal

A wide-going skepticism in scholarly circles regarding
legitimacy, fairness or even the very requirement of an
MTC-based and DTC-sustained international tax system
has been consistently growing over the past few dec-
ades.’?® This cynicism has, in fact, mostly been general in
nature - not really channelizing itself into unbundling and
critically analyzing the system, that is, its allocative princi-
ples being dissected in essential detail, genesis, evolution,
operation and outcomes, and appraised on some norma-
tive principles. It follows that the legitimacy or validity of
a principle of law can be analyzed in terms of its underly-
ing canons of justice, equity, and fair play. Similarly, the
efficacy of a principle of law can be gauged from its im-
pact and outcomes for its potential affectees - individuals,
groups, organizations and states. The selective territoriali-
ty on immovables under UN MTC Article 6, particularly
from the point of view of developing nations can, infer
alia, be appraised from these very perspectives.

4.1. Selective Territoriality - Defense

The UN MTC does not necessarily and explicitly commit
itself as to why territoriality was exercised in the midst of
its getting rigged on most remaining income types. In fact,
a debate to align the principle of taxation on immovables

Page 11



UN Model Tax Convention: Selective Territoriality — The Specter of Privileged Player in a Rigged Game

with the likely direction of capital flows has never been
undertaken - similarly to the rest of international in-
comes. The OECD MTC, however, does explain that
taxation of income on immovables has been vested to
the source state “due to the fact that there is always a
very close economic connection between the source of
this income and the State of source.”130 Khan is of the
view that the “international consensus in this matter
stems from the fact that there is always a very close
economic connection between the source of this income
and the state of source i.e. where the property is situat-
ed.”131 Reimer emphasizes that amongst all the distribu-
tive principles, the situs state has the “best right” to
acquire the taxing rights because of its control over the
real property.132/133 Vinnitskiy asserts “that in case of
Article 6 the territorial link between income and respec-
tive property was and remains highly important.”134 It
is posited that the raison d'étre advanced to support
exercise of selective territoriality, that is, a close
“economic connection” or “territorial link” would have
been defendable if the property were purchased from
the capital generated and incomes earned within the
situs state’s own economic boundaries, and not with
capital of all shades and hues poached from the resi-
dence state - contextually, the developing nations. It
has been contended that, “Real estate is a wonderful
way to cleanse money,” as once one “buys real estate,
the derivation of the cash is forgotten,”13 and that,
“Real estate is a great alternative.”13¢ Astonishingly,
while the developing countries continued to lose pre-
cious capital siphoned off from their economies, liqui-
dating in the process heard-earned and, in fact, in many
cases borrowed foreign exchange, as well as fiscal
rights on the revenues being generated from the real
assets created with the stolen capital, the entire debate
at the international taxes intellectual theater remained
focused on “determining where the property was locat-
ed,”1%7 “what constituted property,” or even “what con-
stituted income from immovable property.”13 This is
an astounding trivialization of a superior principle of
distribution of fiscal rights between nations in asym-
metrical economic relations having far-reaching impli-
cations for the denizens of the developing countries; it
can’t have been sans a design or purpose.

4.2. Selective Territoriality - Evaluation

The defense of selective territoriality, as gleaned in the
preceding part, can be appraised from structuralist,
legalist, and normative perspectives.

4.2.1. Structuralist Evaluation

Contextually, the structuralist perspective implies that
selective territoriality is the product of the structural
composition and configuration of the international tax
system, with all its merits and demerits in a realist
sense. Vann cast doubts on the efficacy of the MTC-
based system when he reckoned it as “the solution to
international tax problems...whose time has come -
and gone.” He reaffirmed his position by stating that
the MTC-based international tax system had almost
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become inefficient, irrelevant, and inflexible.140 Avi-Yonah
lent support to Vann's aggressive proposition by stating
that the “current international tax regime is a flawed mira-
cle.”141 Although Easson did not go to the extent of pro-
posing its elimination, he did suggest that developing
countries reduce their statutory rates on passive incomes
unilaterally, that is, lower than the prevailing DTC rates
“in order to attract investment, not to secure reciprocal
treaty benefits.”142 He also could have gone on to suggest
to the developed world to allow unilateral tax credit sans
any DTCs, in which scenario, the capital would have
headed to the jurisdictions offering maximum rate of re-
turn. However, Easson later did not dither away from
suggesting that it might be the “time for a new approach”
on the matter.13 Wheeler averred that “there is a funda-
mental flaw in the way that the route to treaty protection
is currently defined.”4 Wilkie, exploring into the rele-
vance of DTC-sustained international tax system in the
context of taxation of income from business, baulked from
heralding its doom, as “it would be presumptuous.”4
The wide-going skepticism notwithstanding, there is no
consensus as to how and what that new system should
look like and operate. Now, if the entire international tax
structure is being questioned for its validity, how can its
one particular part - selective territoriality on immovables
- be considered wholesome?

4.2.2. Legalist Evaluation

There is an ever-greater number of developing nations
that are attaining cognition as to the actual working and
impact of the MTC-based world tax system and its vari-
ous sub-systems interacting in a variety of ways. The Ken-
yan High Court, in a historic judgement delivered in
March 2019, struck down the Kenya-Mauritius DTC treat-
ing it, inter alia, inequitable. The petitioner, Alvin Mosio-
ma, interpreting the court order, emphasized that the
“judgement validates the call for African countries to re-
view all their tax treaties particularly those signed with
tax havens.”14¢ In the same vein, it was suggested “to re-
think the costs, benefits and motivations around signing
DTCs in the first place,” and there might be a need to “set
up a DTC policy framework - which sets out the basic
minimums the country should consider while signing
bilateral tax agreements.”147 There is also a growing num-
ber of studies questioning specific DTCs, a set of DTCs, or
the DTC policy by a given country. In 2012, Pakistan uni-
laterally terminated its DTC with Greece as it offered ex-
cessive benefits to international shiplines.

4.2.3. Normative Evaluation

The selective territoriality and its potential fallouts for the
developing countries can also be evaluated under the nor-
mative evaluative knowledge stream - axiology - the
branch of philosophy, which deals with adequacy and
propriety of human action. Axiology has two competing
strands: firstly, deontology - that adjudicates upon moral
validity of an action on the basis of its adherence to a prin-
ciple, rule or duty; secondly, consequentialism - that im-
plies that the morality of an action ought to be judged
with reference to its consequences and outcomes. In this
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connection, Kamm's Principle of Permissible Harm can be
inducted into the analysis, which stipulates that one
may harm in order to save more if and only if the harm
is an effect or an aspect of the greater good itself. Simi-
larly, her Doctrine of Productive Purity, which provides a
deontological prescription for delimiting the bounda-
ries in which people could be allowed to act in a way
that could harm others can be helpful#8 Now under
none of the doctrines the shift of capital from the devel-
oping to the developed countries, its stashing in the
developed immovables markets, and then its taxation
in respect of incomes and gains generating therefrom
can be justified - in that neither the territoriality is de-
ontological in nature as it is brazenly selective and de-
viates from the principle of fair play; and likewise, on
the standard of consequentialism, it has both intrinsi-
cally and instrumentally caused economic injustice and
disparity - great affluence for a few in the developed,
and great poverty for a far larger number of people in
the developing world.

4.3. UN’s Role - Appraisal

It is quite clear now that the UN MTC has not achieved
its avowed objectives. It did, however, achieve quite the
opposite. Firstly, it helps strip developing countries of
the revenues on the assets that are created with capital
siphoned off from their economies and parked in the
developed countries” immovables markets. Secondly, it
encourages flight of capital from the developing coun-
tries, undermining their governance structures and eco-
nomic stability. Thirdly, it incentivizes the retention of
stolen capital abroad, perpetuating the economic harm.
Fourthly, it creates balance of payment (BOP) problems
for developing countries, destabilizing their external
sectors and transforming them into eternal credit-client
states.’9 Fifthly, it triggers brain-drain over the medi-
um and short term in the target countries under the
umbrella of CBI/RBI programs, whereby the most en-
terprising of the individuals are sucked out of develop-
ing and into developed countries. Sixthly, it under-
mines the efficacy of the international EOI regime by
compromising its integrity by inducing visible blind
spots. Seventhly, it leads to and results in inequities in
the international economic order, with much of wealth
accumulating in the developed countries, and poverty
concentrating in the developing countries. The impact
of these downsides of UN MTC'’s selective territoriality
on Article 6 gets galvanized by the fact that all develop-
ing countries, without exception, signed in their DTCs
the UN-prescribed provision. This is primarily due to
the developing countries” blind belief in the UN MTC'’s
fundamentally being beneficial and supportive to their
cause. Since the developing countries are generally op-
erating under serious capacity constraints, such an as-
sumption becomes a convenient and complacent policy
choice - sans due diligence and a rigorous cost-benefit
analysis. It has been empirically established that while
redefining the international tax system during the
2010s, “the OECD did only consult with developing
countries after the major decisions were made, and

TAX COOPERATION POLICY BRIEF

failed to ask about preferences of developing countries
beyond capacity building.”150 It was further observed that
the “preferences of the surveyed developing countries
consistently deviated from the OECD model in the prefer-
ence of a truly, binding multilateral agreement, the waiv-
ing of reciprocity requirements for developing countries,
sanctions for non-compliant financial institutions..., and
for the inclusion of other types of assets, such as real es-
tate.”151 Thus, how could the UN MTC, which essentially
toes the line of the OECD, be expected to protect and pro-
mote the developing countries’ taxing rights and fiscal
interests?

It has been posited that the “UN'’s role has been thor-
oughly dubious as while unfunded mandates to ensure
good governance, reduce poverty, improve health, in-
crease literacy rates and ensure sustainable development
of their peoples were assigned to developing countries, it
practically turned a blind eye rather lent support to a sus-
tained erosion of their own legitimate tax base.”152 It is in
this context that a “close link between taxing powers and
the ability of the state to fulfill its obligations to its citi-
zens,” is asserted, and therefore, states vociferously
“articulate sovereignty as a defense to certain internation-
al tax overtures.”153 This is, however, not the case with
the developing countries when it comes to the UN MTC
and allocative principles subscribed to under it. In devel-
oping countries, the UN MTC was raised to the mantle of
a hallowed object to be religiously pursued. Although in
reality, a model should only be a model - a template, and
not a quasi-convention in its own right setting out hard
principles of allocation of taxing rights between states -
and never perhaps the tax rates.’>* Although Jones be-
lieves that states “sign up to variations on the Model Trea-
ty,”1% in reality, there are only a few deviations - and
hardly ever on allocative principles. Over time, the territo-
riality got ingrained into the psyche of developing nations
as the gold standard on sharing of taxing rights on im-
movables, allowing the matter of allocation of fiscal rights
off the negotiating table, into the oblivion. This facilitated
elimination of almost all the alternatives from the debate
surrounding international taxation, redirecting the entire
focus to peripheral implementation matters. With costs of
this legalized shift of resources from where those were
most needed to where those constituted only surplus capi-
tal having already risen beyond affordable limits, it is just
about time that the matter is resolved equitably.

4.4. Summation

Now, if all states on all types of incomes pursued territori-
ality in right earnest, there would not be any tax disputes
arising amongst them. In fact, if the fiscal outputs were
distributed among all states on the uniform principle of
territoriality, much of the poverty in the developing coun-
tries and affluence in the developed ones would not prob-
ably have been visible anywhere in the world. Majorly, all
this could have occurred due to cherry-picking of alloca-
tive principles on fiscal rights, triggering and whipping
up reverse capital movement. All international economic
disparity, in a crude sense, represents ill-gotten interna-
tional fiscal surplus.
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Section 5: Conclusion

The paper seminally brings into the spotlight the issue
of reverse capital flows from the developing economies
into developed immovables markets, distinguishes it
from varied income types that are well-aligned with
expected international capital flows, and dissects it
against the selective territoriality in a historical context.
There are five inter-related summations that can be gar-
nered from the preceding debate. Firstly, the currently
applicable international taxes regime is not founded on
any one uniform principle of sharing of taxing rights
between nation states. It is rather based on cherry-
picking on behalf of those who had the requisite eco-
nomic power levers to actually exercise the choices, and
this is grounded in history. Secondly, once the cherry-
picking choices were made, those possessed of the req-
uisite power sinews took to obliquely modifying the
norms of international business, movement of capital
across borders, and the way it was to be regulated so as
to optimize on the principle of territoriality - as deline-
ated in section 3 at length. Thirdly, as also explained in
section 2 and 3, howsoever liberalist it might ostensibly
seem, in fact, the international tax system warrants a
dissection from a realist perspective to interpret it in its
true essentials. Fourthly, the selective territoriality on
immovables, under no circumstances, justifies itself - in
the particular wake of it having become a protective
gear for money launderers and tax evaders of develop-
ing countries. Fifthly, if the UN were to be developing
nations’ main forte to protect their economic and fiscal
rights, then the sooner they come out of the delusion
the better, and learn to operate on a self-help basis to
protect themselves in this anarchic world. It has been
rightly argued that “the developed world by pitching
up UN MTC as ‘counter’ to the OECD MTC practically
monopolized the entire epistemological space for any
independent alternative thinking by the developing
countries.”15 In fact, the BOP problem for most devel-
oping countries is not a debt problem,; it is primarily a
tax problem.

It is obvious that once the requisite cognition has
been attained, most developing nations would prefer to
renegotiate their DTCs - particularly those with devel-
oped countries - thereby reversing selective territoriali-
ty underlying UN MTC Article 6 and its attended pro-
visions. To make it palatable, tax on immovables could
be aligned with the origin, source and earning of funds
invested in acquisition of offshore immovables. Alter-
natively, the residence taxation rights could be associat-
ed with a more structured and transparent mechanism
of bestowing “stakeholder citizenship.” Another possi-
bility could be to share taxing rights under Article 6
between developed and developing countries. At the
international level, nation states could consider: debar-
ring corporations and trusts from acquiring properties
in jurisdictions other than those of their own registra-
tion and residence; establishing a global assets registry
at the earliest; including immovables in the CRS trans-
mission schema; and operationalizing spontaneous EOI
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to cover CBI/RBI programs, as all these measures could
do a lot of good to the developing countries’ fiscal systems
and economic stability as well as the integrity of the inter-
national economic system. Currently, in many a situation,
some of the developing nations could, in reality, be net
lenders to some of their creditor developed nations—, and
the UN MTC would have to garner a substantial amount
of superior wisdom to correct that meta-historical wrong.
It goes without saying that in order for the international
cooperation frameworks to be sustainable over a longer
period of time, those have to be fair and equitable.
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